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INTRODUCTION 

Scope of this White Paper  

Payments by partnerships to partners can be categorized in various ways and may have very different 
tax effects depending on a number of factors. As a result of initial research and discussion, the scope of 
this white paper has been limited to the following question: 

Should states source ÁÎ ÉÎÄÉÖÉÄÕÁÌ ÐÁÒÔÎÅÒȭÓ guaranteed payments 

for services as distributive share or compensation? 

The white paper does not address guaranteed payments made for the use of capital, guaranteed pay-
ments made to partners that are corporations or pass-through entities, payments to indirect partners, 
or other payments made to partners not acting in the capacity of partners.  

MTC Partnership Work Group  

This white paper was prepared by the staff of the Multistate Tax Commission with the advice and assis-
tance of a work group of member states established by the MTC uniformity committee. The work group 
was created to study how states tax the multistate income of partnerships and to recommend how they 
might do so in a more effective, compatible, and uniform mannerɂconsistent with established state tax 
policies and the shared principles for dividing multistate income. 

Reason for the White Paper  

The workgroup has developed a comprehensive outline of issues that should be addressed by states that 
tax partnership income.1 The outline showed that, for some issues, statesȭ rules were either lacking or 
inconsistent. One such issue involves the sourcing of guaranteed payments for services. The work group 
decided to address this issue as part of its review of state sourcing of partnership income, generally.  

Approach Taken in the White Paper  

This white paper contains the following sections in addition to the findings and recommendations which 
are summarized in the Executive Summary below and detailed in the final section of the paper:  

(I)  Important Context ɀ Provides background on terms and concepts used in the partnership tax 

system that are useful for understanding the sourcing of guaranteed payments generally; 

(II)  Specific Federal Rules -  Summarizes important federal rules to which states conform;  

(III)  Amounts and Types of Guaranteed Payments ɀ Summarizes data on guaranteed payments and 

provides some examples of how they are used; and 

(IV)  State Sourcing Rules ɀ Provides a survey of the rules for sourcing guaranteed payments that 

have been adopted by the states.  

Note on Complexity  

Economic arrangements between partners can take many different forms and can often be exceptionally 
complex in nature. Guaranteed payments are often used in such arrangements, and the basis for those 
payments, can vary greatly. The treatment of guaranteed payments under Internal Revenue Code, Sub-
chapter K is, itself, somewhat complicated and varies depending on the purpose of the guaranteed pay-
ment.  

The purpose of this white paper is to identify and describe the aspects of guaranteed payments for ser-
vices that may affect state sourcing of those payments. It does not attempt to set out a comprehensive 
analysis of guaranteed payments or their treatment for tax purposes generally. 

 
1 Available on the project web page, here: https://www.mtc.gov/Uniformity/Project -Teams/Partnership-Tax.  

https://www.mtc.gov/Uniformity/Project-Teams/Partnership-Tax
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EXECUTIVE SUMMARY 

Only about half the states have explicitly addressed the sourcing of guaranteed payments made to part-
ners for services. The majority of those states would source these payments in the same way as distrib-
utive share. A minority  would use an approach that looks to where the services are performed by the 
partnerɂ×ÈÉÃÈ ÔÈÉÓ ×ÈÉÔÅ ÐÁÐÅÒ ÒÅÆÅÒÓ ÔÏ ÁÓ ÔÈÅ ȰÃÏÍÐÅÎÓÁÔÉÏÎȱ ÁÐÐÒÏÁÃÈȢ  

Using different sourcing approaches may lead to duplicative taxation. Also, state adoption of pass-
through entity taxes requires consideration of whether guaranteed payments are included in the entity 
tax base and, if so, whether their sourcing is consistent.  

Guaranteed payments for services may be distinguished from other types of partnership income/pay-
ments in both economic terms as well as for federal and state tax purposes. But these differences do not 
clearly point to one particular state sourcing method for these payments. Nor does it appear that there 
is anything that prevents states from using either of the methods in most cases. Rather, different factors 
(set out more fully in Section V.) may generally favor one method versus the other.  

Nevertheless, this white paper can make the following recommendations: 

1. States should explicitly address the sourcing of guaranteed payments in order to avoid uncer-
tainty.  

2. States should source guaranteed payments the same whether applying tax to the partner on a 
pass-through basis or on the entity.  

3. States that provide guaranteed payments should be sourced as distributive share should also:  

a. Address whether this applies to individuals working in foreign jurisdictions who may 
source the payments as compensation for federal purposesɂand provide necessary 
adjustments to the federal tax base. 

b. Address whether they follow federal treatment in distinguishing guaranteed payments 
for services from partner-partnership transactions.  

c. Specify that this sourcing treatment does not apply to payments made to retired part-
ners that are required to be sourced to residence under 4 U.S.C. §114.  

4. States that source the payments as compensation should also: 

a. Impose appropriate limits to ensure that the payments are genuinely similar to com-
pensation for services performed and to avoid income shifting.  

b. Address whether they will follow federal treatment in distinguishing guaranteed pay-
ments from distributive share/distributions.  

c. Address whether they will follow federal treatment in distinguishing guaranteed pay-
ments for services from guaranteed payments for capital.  

5. To mitigate the possibility of multiple taxation, consider provisions that might grant additional 
credits to residents who can show that they paid tax on more than 100% of their guaranteed 
payments based on different state sourcing rules. 
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SECTION I. IMPORTANT CONTEXT 

This Section I provides background information necessary to understand the issues discussed. 

I. A. Terms  Used in this White Paper  

As used in this white paper, these terms will have the following meaning: 

Substantive Tax Rules  ɀ refers to the tax rules outside of IRC Subchapter K which determine cal-
culation of tax, for example: whether income is taxable or exempt, whether expenses are deductible 
or capitalized and amortized, whether items are considered ordinary income (or loss) or capital 
gains (or losses), whether losses are subject to limitation rules , etc. 

Sourcing or State Sourcing  ɀ methods of assigning a part of multistate income or items to a state.  

Partnership  ɀ any entity properly taxed under IRC Subchapter K. 

Partner  ɀ any person (including an individual, corporation, other partnership, trust, charitable or-
ganization, etc.) that holds an interest in a partnership. 

Pass-Through Entity  ɀ any entity subject to federal tax on a pass-through basis including a part-
nership or S corporation. 

Partnership Item  (Item)  ɀ any item of income, expense, gain, or loss that is separately recognized. 

Partnership Income  ɀ The calculation of income (or loss) of the partnership under Subchapter K 
and using the federal form 1065. 

Partner Capital Account  ɀ the accounting concept that tracks the ÁÍÏÕÎÔ ÏÆ Á ÐÁÒÔÎÅÒȭÓ ÓÈÁÒÅ ÏÆ 
the partnership assets ÎÅÔ ÏÆ ÔÈÁÔ ÐÁÒÔÎÅÒȭÓ ÓÈÁÒÅ ÏÆ ÌÉÁÂÉÌÉÔÉÅÓ. 

Outside Basis ɀ ÔÈÅ ÔÁØ ÂÁÓÉÓ ÏÆ Á ÐÁÒÔÎÅÒȭÓ ÉÎÔÅÒÅÓÔ ÉÎ Á ÐÁÒÔÎÅÒÓÈÉp which is affected by allocations 
of income, expense, gain, or loss as well as contributions and distributions.  

Allocation  ɀ the dividing up of the economic or tax results of a partnership between the partners 
and assigning shares of income or items to partners.  

Distributive Share  ɀ the share of partnership income (loss) or items of partnership income, ex-
pense, gain, or loss allocated to partners according to the rules of Subchapter K, whether or not any 
distribution of cash or property is made to the partners. 

Contributions  ɀ money, property, or services transferred by a partner to a partnership which are 
properly treated as contributions to ÔÈÅ ÐÁÒÔÎÅÒȭÓ capital account (in the case of servicesɂwith the 
ÒÅÃÏÇÎÉÔÉÏÎ ÏÆ ÏÒÄÉÎÁÒÙ ÉÎÃÏÍÅ ÔÏ ÔÈÅ ÐÁÒÔÎÅÒɊ ÁÎÄ ×ÈÉÃÈ ÉÎÃÒÅÁÓÅ ÔÈÅ ÐÁÒÔÎÅÒȭÓ ÏÕÔÓÉÄÅ ÂÁÓÉÓȢ 

Distributions  ɀ money or property transferred by the partnership to a partner properly treated as 
reductions from ÔÈÅ ÐÁÒÔÎÅÒȭÓ capital account ÁÎÄ ×ÈÉÃÈ ÄÅÃÒÅÁÓÅ ÔÈÅ ÐÁÒÔÎÅÒȭÓ ÏÕÔÓÉÄÅ ÂÁÓÉÓȢ 

Draws  ɀ annual or other regular periodic distributions  of money or property to partners. 

Distributive Share/Distributions  ɀ distributive share and distributions , collectively. 

Guaranteed Payments  ɀ  transfers of money or property from a partnership to a partner acting in 
the capacity of a partner either for services or for the use of capital and which are properly treated 
as such under Subchapter K, rather than as distributions.  

Partner -Partnership Transactions  ɀ transfers of money, property, or services between partners 
and partnerships in an exchange that would properly be treated as a transaction between unrelated 
parties for tax purposesɂrather than as a contribution/distribution or a guaranteed payment. 

Other terms used in this white paper will generally have meanings that are consistent with their use, if 
any, under IRC Subchapter K or federal income tax rules.  
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I. B. Summary of Partnership Accounting  Rules ɀ Book & Tax 

Partnerships, like all businesses, ÍÕÓÔ ËÅÅÐ ÒÅÃÏÒÄÓ ÆÏÒ ÂÏÔÈ ÆÉÎÁÎÃÉÁÌ ɉȰÂÏÏËȱɊ ÁÎÄ ÔÁØ ÐÕÒÐÏÓÅÓȢ While 
these book and tax rules may differ somewhat (e.g., calculation of depreciation expense), they attempt 
to fairly reflect ÔÈÅ ÐÁÒÔÎÅÒÓÈÉÐȭÓ ÁÃÔÉÖÉÔÉÅÓ and the partnersȭ economic arrangement. But the pass-
through system used for tax purposes adds significant complexity.  

Pass-through taxation requires partners to recognize and pay tax on their distributive shares of part-
nership income, expense, gain, and loss. This means partnerships must keep detailed accounting infor-
mation, including partner-specific information, and provide it  to partners annually. And when a single 
partnership is part of a large, complex, tiered structure, neither its records nor the records of any of the 
partnerships will  be sufficient to determine the ultimate tax effects on an indirect taxpaying partner.  

The following accounting rules are the basis for the pass-through system:  

¶ Income is taxed on a pass-through basis.  ɀ Rather than having the entity pay tax on its income 
(loss), Subchapter K exempts the entity and, instead, imposes tax on direct or indirect taxpaying 
partners on their distributive share of the ÐÁÒÔÎÅÒÓÈÉÐȭÓ ÉÔÅÍÓ or its net income (loss).  

¶ Income is taxed when earned, rather than when distributed.  ɀ Partnership income, unlike 
income of taxable corporations, is taxed only once, when earned, whether or not partners receive 
actual distributions . This requires a system for tracking partnership items reported by the part-
ners so that income is not taxed again when distributed. 

¶ Partnership i tems making up net income (loss) maintain their character.  ɀ To prevent tax-
payers from using partnerships to alter the tax treatment of items of income, expense, gain, or 
loss, the character of items must also be tracked as they pass through to the taxpaying partners.  

¶ Partners do not have to  share income according to capital interests.  ɀ Rather than allocating 
partnership income or items ÐÒÏÐÏÒÔÉÏÎÁÌÌÙ ÁÃÃÏÒÄÉÎÇ ÔÏ ÐÁÒÔÎÅÒÓȭ ÃÁÐÉÔÁÌ ÉÎÔÅÒÅÓÔÓȟ ÐÁÒÔÎÅÒÓ ÍÁÙ 
allocate income or items on some other basis, which will  change relative capital interests over 
time. 

¶ Partners may allocate  separate partnership items  in different proportions . ɀ Items of in-
come, expense, gain, or loss do not have to be allocated in the same proportions. Instead, partners 
can agree to allocate different partnership items in different proportions . 

¶ Distributions need not match income allocations . ɀ Distributions need not be made in the year 
partnership income or items are allocated to partners, ÎÏÒ ÍÕÓÔ ÁÎÙ ÙÅÁÒȭÓ ÄÉÓÔÒÉÂÕÔÉÏÎÓ ÂÅ ÍÁÄÅ 
in the same proportion as allocations.  

¶ 0ÁÒÔÎÅÒÓ ÍÁÙ ÒÅÃÅÉÖÅ ÐÁÙÍÅÎÔÓ ÕÎÒÅÌÁÔÅÄ ÔÏ ÉÎÃÏÍÅ ÏÒ ȰÇÕÁÒÁÎÔÅÅÄ ÐÁÙÍÅÎÔÓȢȱ ɀ In addi-
tion to receiving distributions from their capital accounts (that is, from contributions or allocated 
income), ÐÁÒÔÎÅÒÓ ÍÁÙ ÁÌÓÏ ÒÅÃÅÉÖÅ ȰÇÕÁÒÁÎÔÅÅÄ ÐÁÙÍÅÎÔÓȱ ÔÈÁÔ ÁÒÅ ÕÎÒÅÌÁÔÅÄ ÔÏ ÔÈÅ ÉÎÃÏÍÅ 
earned and allocated to the partner, and are effectively treated as an expense of the partnership. 

¶ Partners and their partnerships may engage in separate transactions . ɀ Partners may en-
gage in transactions with each other or with the partnership as unrelated persons and receive 
payments which are treated differently than distributions or guaranteed payments. 

¶ There are no limits on the number of partners  a partnership ma y have. ɀ Unlike S corpora-
tions, there are no limits on the number of partners that partnerships may have, so that some 
partnerships have thousands of partners. 

¶ There are no limits on t iered structures . ɀ Partnerships can be structured in tiers so that the 
ultimate taxpaying partners will  receive shares of income earned by lower tiers indirectly, as the 
distributive share of other, higher tier pass-through entities. 

¶ Partnership agreements may change over time . ɀ Partners may change their economic ar-
rangements over time as circumstances change or as partners join or leave the partnership.  
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This white paper generally assumes that the partnership arrangements will follow an accrual basis for 
both tax and book purposes. 

I. C. Federal Reporting of Guaranteed Payment  Information  

As will be discussed further in this white paper, the federal tax treatment of guaranteed payments may 
have some bearing on state sourcing of those payments. In particular, to the extent states choose to 
source guaranteed payments for services differently than distributive share income, they will need to be 
able to distinguish the payments to which that treatment is properly applied. This note summarizes how 
information on guaranteed payments is reported for federal tax purposes. 

 

Reporting of Guaranteed Payments Starts with the Partnership Return  
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Items from the Partnership Return then Flow Through on Schedule K -1s to Partners  

 

  

The federal Schedule K-1 
now breaks out the guar-
anteed payments from 
the 1065 that are paid to 
each partner between 
those payments that are 
made for services and 
those that are made for 
capital. This may be the 
only place in the federal 
filing where this distinc-
tion is made.  
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The Partners Then Report Information from their Schedule K -1 
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An Individual  Partner may Exclude Guaranteed Payments For Services Performed Overseas  

  




















































































